This paper examines the current changes in the minority segment of the private equity market. It argues that there is a confluence of three major changes: the demographic changes in the US population, the changes in the amount of funding available for private equity and the elimination of the SSBIC program. Together, these changes imply a profound rethinking of the investment concepts in the minority market.
Within the world of private equity, few segments are less understood than the 'minority'
segment. Yet it may be a fertile area for new growth. There are fundamental changes occurring that require all participants in the private equity market to rethink the concept of minority investing and to reassess its likely attractiveness.
The three major developments affecting the market for minority private equity are the changing demographic structure of the United States, the recent explosion of private equity fund raising, and the elimination of the SSBIC program by the US Small Business Administration. While many people are aware of each of these forces as trends and events in their own right, this article will argue that, when considered together, these three forces suggest a profound transformation of the very concept of the minority private equity marketplace.
First, demographic changes have often been overlooked as the underpinnings of much social change, and by implication change in the business environment. Recent demographic trends however are dramatic and difficult to ignore. The minority population in the United States is not only growing rapidly, but also becoming increasingly affluent, educated, and active in business. In response to these changes, many businesses have sought to target minority consumers' distinct tastes and preferences.
Second, the last few years have witnessed an explosion of the mainstream private equity market, especially in the venture capital markets. As formerly small funds have succeeded in raising unprecedented amounts of capital, their investment strategies have changed in unforeseen ways. Intensifying competition between venture capital funds has forced funds to focus and define their investment strategies and value propositions more precisely.
Consequently, many funds, especially newer funds, have adopted a specialist niche strategy, rather than the more traditional generalist investment strategy. Seeking to capitalize on unexploited market segments, a number of funds have identified the minority market as a potentially fertile ground for exploration.
Third, the elimination of the SSBIC program in 1995 fundamentally changed the traditional minority investment market place. While the commitments to the existing minority funds were maintained, no new commitments were made. As a consequence, many minority funds that used to raise their new funds under the SSBIC program had to reinvent themselves. While the SBIC program remains a possible source of funds, several minority funds have turned to foundations or institutional investors as an alternative source of funding. In the process of seeking new funding sources, these minority focused funds have also modified traditional definitions of the minority market that originated in the SSBIC program.
Together, these three changes predict a fundamental shift in the minority market place.
The ultimate result of these changes is still an open question. What seems clear, however, is that traditional conceptions of the minority market are rapidly becoming obsolete, and that experimentation with new investment strategies, concepts and definitions are all likely to generate both opportunity and turmoil in this market segment.
households earning $75,000 or more. In the Hispanic community, upward mobility has also been strong, with 8.2% rising into affluence by 1980. 2 Education levels and professional training have been increasing for minority small business owners as well. According to the US Bureau of the Census' Characteristics of Business Owners database, education differentials between minority and non-minority small business owners are narrowing. In 1987, 34.7% of non-minority small business owners and 30.5% of African-American small business owners were college graduates. Millions of college educated and managerially experienced minorities began entering the labor force in the late 1960s. As a result of this growing pool, recent statistics show that minority-owned businesses have grown at more than twice the rate of all firms in the US economy, both in numbers of new firms and in annual receipts. Today, minority owned businesses have total revenues of $265BN, with sales growing at close to 11.0% a year. 3 Due to higher population density, inner city areas may offer more retail buying power than domestic affluent suburbs. Average grocery sales per square foot can be up to 40% higher in low income neighborhoods than regional averages. The study also found that the innercity consumer, while a very diverse group, tend to be more fashion conscious and spend a larger fraction of their incomes on apparel than the general population. Inner-city consumers have also been found to be more brand-loyal than the general population and willing to pay for quality goods. As an example of a company with an urban growth strategy, Walgreens Co. plans to add as many as 100 inner city stores nationally in the next two years.
The second force of change: Growth and specialization in the mainstream private equity market
With institutional interest growing over the years, investing in the private equity asset class has become highly professionalized and has spurred the growth of other ancillary services.
Consulting services have grown in tandem with the growth in venture capital commitments. These consulting firms serve as advisers to the institutional investors who provide the capital to private equity funds. Nationally, there are roughly twenty of these investment advisors. They are commonly referred to as "gatekeepers," and their role has matured in keeping with the trends in the private equity industry. 10 it is "critical to approach this industry with a rifle rather than a shotgun approach." 13 Over the years, new entrants have had to focus on developing a pre-defined specialty and a consistently applied strategy. New private equity managers have had to understand the specifics of a particular sector in order to better position themselves for future deal flow, to accurately identify market risk and to bring value-added to deals. By late 1992, the private equity market witnessed an explosion of funding for "niche" strategies. For example, in 1993 the Private Equity Analyst noted that private equity funds formed to purchase small and medium-size companies raised a record $5BN -almost three times the total raised in the previous two years. Investors began to realize that there was money to be made doing smaller deals.
Third force of change: The demise of government support in minority private equity markets
The historical structure of the minority private equity market Historically, minority-oriented funds relied on capital commitments from corporations, banks, and foundations, in that order. According to the Commission on Minority Business Development (CMBD), in its twenty year history, the SSBIC program has never been able to fill the huge capital gap that exists for minority-owned enterprises, estimated at $140BN. The CMBD is an independent committee designated by the federal, legislative, and executive branches to assess federal programs that serve minority-owned businesses. 15 In recent years, minority access to private sources of capital has increased through funding from institutional limited partners who have taken an interest in diversifying into the minority markets.
In addition to the relatively small amounts of private capital available to minority-oriented funds, these funds often faced many of the obstacles that have also troubled smaller generalist venture capital funds. According to Timothy Bates, an economist who studies the government's S/SBIC program, funds focused on minority markets have historically been undercapitalized, and were often unable to hire the best managers to oversee investments. 16 High overhead costs relative to fund size and capital constraints limited a fund's ability to finance a diverse portfolio and were among the challenges such small firms had to overcome. Furthermore, minority-oriented venture funds often lacked an industry or functional specialization because the background of the entrepreneurs defined their investment focus. Consequently, it was more difficult for minority focused funds to Over the years, increasing specialization has been a continuing trend, and as recently noted in the Private Equity Analyst, placing a private equity bet on an industry or geographyspecific fund has never been easier. 19 Despite this proliferation of specialty fund strategies, funds which focus on gender and ethnic-specific entrepreneurs and markets have remained relatively undercapitalized in the universe of institutional capital. For example, 40% of all small businesses are women-owned, yet less than 10% of early stage venture funding, and 1% of total private equity funding goes directly to companies run by women. 20 In 1998, minority-controlled investment companies received less than 3% of the $70BN raised by private equity firms in 1998.
To date, there have been several barriers to institutional funding for minority funds. First, some pension fund managers are wary about insufficient experience. As cited in the Wall Street Journal, fund manager Stanley Pratt notes that "there aren't enough real track records out there to attract a lot of investment into minority venture capital firms". 21 Secondly, some point to the lukewarm performance of minority firms that started under the aegis of the SBA's MESBIC/SSBIC program as another barrier to institutional interest. Another reason minority investment companies encountered problems raising capital was the perception that these funds were less profit-oriented and were actually more focused on "social" investing.
As a result of these mixed perceptions by institutional investors, several funds seeking capital are bent on playing purely by capitalist rules. An example is Syncom, a Silver Spring, Maryland based venture-capital group that specializes in financing start-ups run by minority entrepreneurs. Prior to 1998, Syncom raised $53MM through two limited partnership funds. Among others, Syncom partner, Herbert Wilkins, is dismayed by minority investments as acts of charity. He calls this kind of capital "sorry capital". Wilkins feels such "charitable" investment reinforces the notion that investing in minority enterprises has to be a money-losing proposition. 22 This view is not shared by all participants in the market, and a number of funds have more of a "charitable" orientation.
One notable example is New York City Investment Fund, which was founded by Henry
Kravis of KKR. The New York City Investment Fund raised $63MM for the purpose of seeding companies of minority entrepreneurs. The investors are not looking for a gain.
45% of the fund was raised as outright charity; and management pledges to use "best efforts" to return the other 55% in 15 years, without any interest or capital gains. If underlying investments are profitable, the distributions will be put into further investments.
Despite its structure, the president of the fund, Kathryn S. Wylde believes the fund's managers will be exercising "strict" business discipline to evaluating investments. 
Conclusion: An outlook on the development of the minority private equity market
Most of the participants in the world of private equity are in principle aware of the three major trends that we have described in this paper. Although an understanding of the interrelationships between these three forces is crucial, relatively few industry players have considered these three trends in concert. According to Joann Price, the president of the National Association of Investment Companies, the trade group that represents minority oriented investment funds, many mainstream limited partners began to invest in more mature industries such as retailing and manufacturing due to scarcer opportunities in high growth industries. Since the SSBICs had always supported minority entrepreneurs in such industries, this shift moved SSBICs much closer to mainstream venture than ever before. other people argue that the segmentation of the market will not follow the logic of the entrepreneur's ethnicity, but rather follow the logic of the customer needs. In their view, the minority market will be defined by the minority customer, rather than by the minority entrepreneur.
Third, different players have adopted dramatically different strategies for addressing the minority market. On one end of the spectrum there are funds that base their activities on concepts of social entrepreneurship. Although they aim to be sustainable, such funds define their goals and strategy by their impact on the community. They frequently raise funds through foundations. At the other end of the spectrum, there are funds that espouse the same model as mainstream funds, investing purely on a for-profit basis in minority markets. These funds tend to raise funds from traditional funding sources, such as institutional investors. A variety of approaches lie between these two extremes of the minority private equity spectrum. An interesting and important strategic decision for a number of the funds, both minority and mainstream, will be the extent to which they want to seek partnerships and alliances with each other.
That the market for minority private equity is in transition is unmistakable. The old SSBIC model of minority investing may no longer be the most viable conceptualization of the minority private equity market. Both mainstream and minority focused private equity funds constantly struggle to adapt to the shifts and trends in the private equity market. 22 Coupled with the imperative to respond to developments in the markets of potential portfolio companies, recent trends in American demographics hold important implications.
How the minority private equity industry segment will evolve in the near term is difficult to predict. If, however, private equity investors pride themselves on being skilled at identifying business opportunities in fast changing environments, they simply cannot ignore the emergence of minority markets. Ark Capital* (6) Chicago, IL 30.0 n/a n/a n/a n/a n/a New Vista Capital California 20. n/a n/a n/a n/a n/a n/a n/a 
Notes:
(1) Seeks control and minority equity positions in companies serving fast-growing, under-served ethnic markets (African-American, Hispanic, and Asian). TSG's works with managers to develop strategy, build infrastructure, and make add-on acquisitions. (4) Targets investments in middle-market companies that are owned by minorities and women, companies that serve minority consumer markets, and mainstream companies that can be converted to minority or female-owned status.
(5) Seeking to invest in black-owned companies with $10MM to $100MM in revenues. Currently has an alliance with Travelers. (6) Invests in minority and women-controlled businesses.
